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This memorandum responds to yvour request for technical
advice in the above-referenced Tax Court case.

ISSUES

1. Whether it is appropriate for the disqualified
person/foundation manager and the private foundation to contest
the assertion of private foundation excise taxes in one Tax
Court petition.

2. Whether the burden of procf is on the Commissioner with
respect to the private foundation excise taxes asserted under
I.R.C. sectiocns 4941 and 4945.

3. Whether the Commissioner has asserted all appropriate
private foundation excise taxes and penalties.

4. Whether the statute of limitations has run with respect
to the assertion of any additional private foundation excise
taxes and penalties.

5. Whether the private foundation excise taxes have been
proper
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other charitable organizations. Since || E@Ihas nade
charitable contributions to only one organization, the
These contributions totalled $! during
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expenses for a college level computer course.
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Trustees of private foundations have stated that annual fees
for management of trusts of the nature and size of would
have ranged from $1,000 to $2,000 annually.

The Service malled statutory notices of deficiency dated
, to and to asserting liability
for taxes under Chapter 42. timely filed a
joint petition in the Tax Court on R

and

DISCUSSION

1. Permissive Joinder of Parties

Tax Court Rule 6l(a) provides that, under specified
conditions, two or more parties receilving separate statutory
notices of deficiency may file a single Tax Court petition that
is timely with respect to the notice issued to each joining
party. Joinder is permitted "only where all or part of each
participating party's tax liability arises out of the same
transaction, occurrence, or series of transactions and
occurrences and, in addition, there is a common guestion of law
or fact relating to those parties." T.C. Rule 6l(a); see also
Internal Revenue Manual section (35)}4(13)1.



The approach of Rule 6l1{a) is to allow joinder within the
terms of the rule, but Rule 61(b) gives the Tax Court ultimate
and broad discretion to sever the parties or their claims to the
extent it considers appropriate. Rule 61l(b) provides that

the Court may make such orders as will prevent a party
from being embarrassed, delayed, or put to expense by
the inclusion of a party; or may order separate trials
or make other orders to prevent delay or prejudice; or
may limit the trial to the claims of one or more
parties, either dropping other parties from the case on
such terms as are just or holding in abeyance the
proceedings with respect to them. Any claim by or
against a party may be severed and proceeded with

separately.

Any determination that the excise tax under I.R.C. section

4941 is to be imposed requires the existence of three elements:
| 3y

(1) a private foundation, {2) a disqualified person, and (3) an
act of self-dealing between the two. See generally Treas. Reg.
section 53.4941(d)-2. The payment of excessive compensation by
a private foundation to a disqualified person constitutes an act
of self-dealing. See generally Treas. Reg. section
53.4941(d)-3(¢)(1). Moreover, expenditures for unreasonable
administrative expenses, including compensation and other fees
for services rendered, are ordinarily taxable expenditures under
I.R.C. section 4945(d)(5) "unless the foundation can demonstrate
that such expenses were paid or incurred in the good faith
belief that they were reasonable and that the payment or
incurrence of such expenses in such amounts was consistent with
ordinary business care and prudence." Treas. Reg. section
53.4945-6(b)(2). The determination of whether an expenditure is
unreasonable depends upon the facts and circumstances of the

particular case. Id.

Thus, whether the payment of compensation by the I
PR - MM co-s:icutes an act of
self-dealing within the meaning of I.R.C. section 4941(d4)(1) (D)
and whether the payment is to be treated as a taxable
expenditure within the meaning of I.R.C. section 4945(d4)(5) are
questions of fact resulting from the same transaction or
occurrence. Because each participating party's tax liability
arises out of the same transaction, occurrence, or series of
transactions and occurrences and because a common guestion of
fact relates to those parties, we conclude that, under the terms
of Tax Court Rule 61(a), the parties may file a single Tax Court
petition. 1/

1/ You should note that if I rcpresents himself and
the [ bcfore the Tax Court, then a

conflict of interest may arise.



2. Burden of Proof

Tax Court Rule 142(a} provides that

the burden of proof shall be upon the petitioner,
exXcept as otherwise provided by statute or determined
by the Court; and except that, 1in respect to any new
matter, increases in deficiency, and affirmative
defenses, pleaded in his answer, it shall be upon the

respondent.

I.R.C. section 7454(b) and Tax Court Rule 142(c)
specifically provide that the burden of proof is on the
Commissioner in any proceeding involving the issue whether a
foundation manager, as defined in I.R.C. section 4946(b), has
"knowingly" participated in an act of self-dealing within the
meaning of I.R.C. section 4941 or agreed to the making of a
taxable expenditure within the meaning of I.R.C. section 4945.
The Commissioner carries that burden of proof by clear and
convincing evidence. T.C. Rule 142(c).

Tax Court Rule 36(b) provides that the answer must contain
"a clear and concise statement of every ground, together with
the facts in support thereof, on which the Commissioner relies
and has the burden of proof." Therefcre, the Commissioner would
have the burden of pleading with respect to the issue of the
knowing conduct of a foundation manager.

However, Tax Court Rule 34(h){4} provides that the petition
must contain

clear and concise assignments of each and every error
which the petitioner alleges to have been committed by
the Commissioner in the determination of the deficiency
or liability. The assignments of error shall include
issues in respect of which the burden of proocf is on
the Commissioner. Any issue not raised in the
assignment of errors shall be deemed to be conceded.
Each assignment of error shall be separately lettered.

Therefore, if the petition does not assign error with
respect to the knowing conduct of a foundation manager, then the
taxpayer is deemed to have conceded such issue and the
Commissioner does not have any burden of pleading or proof with
respect to it. See Note, 60 T.C. 1085 (1973).

I.R.C. section 4946(b) defines "foundation manager" to mean
an officer, directo or trustee of a private foundation.
'I“ne.::eforeI Eecaiiseﬂwas the trustee of the | IEGEGIN
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respect to the private foundation. See I.R.C. section
4946(a)(1)(B). I :rticipated in the transaction giving
rise to the act of self-dealing both as a disqualified person
and in his capacity as a foundation manager. Acceordingly, he is
liable for the I.R.C. section 4941(a)(l) tax on a self-dealer
and, because he participated in the transaction in part as a
trustee, for the I.R.C. section 4941{(a)(2) tax on a foundation
manager. See Rev. Rul. 78-76, 1978-1 C.B. 377.

We note, however, that the Service did not assert in its
statutory notice of deficiency that _is liable for the
I.R.C. 4%41(a){2) tax imposed on him as a foundation manager who
participated in an act of self-dealing. Moreover, the Service
did not assert in its statutory notice of deficiency that

is liakle for the I.R.C. section 4945(a){2) tax imposed on
him as a foundation manager who knowingly agreed to the making
of a taxable expenditure by a private foundation. Therefore,
the case does not inveolve the knowing conduct of a foundation
manager as set forth in the provisions of I.R.C. sections 4%41,
4944, or 4945. As such, the Commissioner does not have the
burden of procf under I.R.C. section 7454(b) and Tax Court Rule
142(c). 1Instead, Tax Court Rule 142(a) applies, placing the
burden of proof upon

Similarly, the burden of proof with respect to the excise
tax imposed under section 4945(a)(l) lies with the
. Larchmont Foundation, Inc. v. Commissioner,
72 T.C. 131, 137 (19279). The burden of proof is on the private
foundation because 1.R.C. section 4945{a)(l) does not reguire
knowing, willful, or fraudulent conduct by the private
foundation.

In light of the above analysis, we do not need to reach the
guestion of whether the petition contains c¢lear and concise
assignments of error, including issues in respect of which the
burden of proof is on the Commissioner. Likewise, we need not
reach the guestion of whether the answer contains a c¢lear and
concise statement of every ground, together with the facts and
support thereof, on which the Commissioner relies and has the
burden of proof.

3. Imposition of Other Private Foundation Excise Taxes

In any case in which I.R.C. section 4941(a)(l) applies,
section 4941(a)(2) imposes a tax of 2 1/2 percent of the amount
involved on the participation of any foundation manager in the
act of self-dealing, but only if the foundation manager
knowingly participated in the act. This tax is not imposed
where the participation is not willful and is due to reasonable
cause. The foundation manager must pay the tax.



As we noted above, L PR disqualified person who
participated in the transaction giving rise to the act of
self-dealing both as a self-dealer and in his capacity as a

foundation manager. Therefore, as a foundation manager of the
trust, ﬁ is liable for the 2 1/2 percent tax under

I.R.C. section 4941(a)(2). Thus, the statutory notice of
. deficiency should have asserted- that dis also liable
for the excise tax under I.R.C. section 49%41(a)(2).

Similarly, I.R.C. section 4945(a)(2) imposes an excise tax
on the agreement of any foundation manager to the making of a
taxable expenditure by a foundation. The foundation manager
must pay the tax, which is at the rate of 2 1/2 percent of each
taxable expenditure. Because the Service is asserting that the
is liable for the excise tax under
I.R.C. section 4945(a){1l), the statutory notice of deficiency
should have asserted that is also liable for the
excise tax under I.R.C. section 49%945{a){2).

Finally, we note that I.R.C. section 6684 provides in part
as Icllows:

If any person becomes liable for tax under any section
of chapter 42 (relating to private foundations) by
reason of any act or failure to act which is not due to
reasonable cause and . . . such act or failure to act
is both willful and flagrant, then such person shall be
liable for a penalty equal to the amount of such tax.

For purposes of I.R.C. section 6684, the term "person"
includes a trust. See Treas. Reg. section 301.6684-1(a); I.R.C.
section 7701(a){l). The terms "willful and flagrant" have the
same meaning for purposes of I.R.C. section 6684 as they do
under I.R.C. section 507(a}(2}(A} and the regulations
promulgated thereunder. Treas. Reg. section 301.6684-1(c).
Section 1.507-1(c){2) of the regulations defines an act that is
"willful and flagrant" as cne "which is voluntarily,
consciously, and knowingly committed in violation of any
provision of Chapter 42 (other than Section 4940 or 4948(a)) and
which appears to a reasonable man to be a gross violation of any
such provision."

The Service did not assert that the section 6684 penalty
applies to The amount of the penalty would be equal
to the excise taxes for which I is liable under I.R.C.
sections 4941(a){(1l) and (2) and 4945(a)(2). Similarly, the

Msert that the penalty applies to the [ EGBN
, & trust that is liable for tax under I.R.C.

section 4945. See Treas. Reg. section 301.6684-1{a){l). If the
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then the Commissioner
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has the burden of proof of presenting clear and convincing
evidence on the issue of "willful and flagrant." Larchmont
Foundation, Inc. v. Commissioner, 72 T.C. 131, 139 (1979).

4. Statute of Limitations

As noted above, the statutory notice of deficiency did not
include | 1i:bility as a foundation manager for the
excise taxes under I.R.C. sections 4941(a){(2) and 4945(a)(2).

Moreover, the statutory notice did not impose the I.R.C. section
6682 ponalty on HEEEEEEE =n on the NN

as persons liable for tax under Chapter 42.

You have asked us to discuss the application of the statute
of limitations to the Service's assertion of other appropriate
private foundation excise taxes. I.R.C. section 6501(a)
provides that, except as otherwise provided in that section, the
amount of any tax imposed by Title 26 of the United States Code
(which includes I.R.C. sections 4941 and 4945} shall be assessed
within three years after the return was filed (whether or not
the return was filed on or after the date prescribed), and no
proceeding in court without assesment for the collection of the

tax shall be begun after the expiration of that period.

Under I.R.C. section 6501{(e}(3), the statute of limitations
is six years whenever the applicable return omits an amount of a
tax imposed under any provision of subtitle D (which includes
Chapter 42 excise taxes) which exceeds 25% of the amount of tax
reported thereon. I.R.C. section 6501(e){(3) further provides
that, in determining the amount of tax omitted from the return,

there shall not be taken intc account any amount of tax
imposed by chapter . . . 42 . . . which is omitted from
the return if the transaction giving rise to such tax
is disclosed in the return, or in a statement attached
to the return, in a manner adequate to apprise the
Secretary of the existence and nature of such item.

I.R.C. section 6501(1)(1) provides that, for purposes of the
Chapter 42 excise taxes, the return referred to is the return of
the private foundation for the year in which the prohibited
transaction occurred. Thus, although the excise tax is imposed
annually, only one period of limitations is applicable to each
prohibited act. This period is measured by reference to the
filing or due date of the return the private foundation filed
for the year in which the prohibited transaction occurred. See
Statute of Limitations for Purposes of Sections 4971 and 4975;
Statute of Limitations for Purposes of Section 4941, G.C.M.
39066, EE-128-81 (February 24, 1983) (copy enclosed).




Your ré uest for technical advice does not reveal when the
R i1 iic ctuins £or the taxable

years covered by the statutory notice of deficiency. Moreover,

your regquest does not indicate whether I.R.C. section 6501(e)(3)
ig applicable. However, in light of G.C.M. 39066, we advise you

that only one period of limitations is applicable to all the tax

*attributable to an act of self-dealing {or prohibited

transaction). That period begins by reference tc the return the
private foundation filed for the year in which the act giving
rise to the liability for the tax occurred and ends three or six
years later, depending oh whether the private foundaticon
adequately disclosed the act on that return. Whether a return
"adeqguately discloses" a transaction giving rise to a Chapter 42
excise tax is inherently a factual question on which the
Commissioner has the burden of procf. See, e.g., Peters v.
Commissicner, 51 T.C. 226, 230 (1968).

Furthermore, I.R.C. section 6212(c)(1l) provides that if the
Service has mailed a valid notice of deficiency to a taxpaver
who subsequently has filed a timely petition with the Tax Court,
then the Service is restricted from sending the taxpayer an
additional notice with respect to other Chapter 42 excise taxes
arising from any act (or failure to act) to which the petition
relates. This restriction does not apply in the cases of fraud,
termination, or jeopardy assessments. We note, of course, that
I.R.C. section 6214(a) authorizes the Tax Court to redetermine
the correct amount of a deficiency. The redetermination may
result in an increased deficiency if the Service timely asserts
its claim for an additional deficiency at or before the hearing
or rehearing. If the Service raises new matters before the Tax
Court, then the burden of proof is on the Commisioner. T.C.
Rule 141(a).

With respect to I.R.C. section 6684, the penalty must be
paid upon notice and demand and is assessed and collected in the
same manner as taxes. I.R.C. section 6671i{a). The term "tax"
in the Internal Revenue Code of 1986 includes the I.R.C. section
6684 penalty, except as otherwise provided. Id. Thus, the
provisions of I.R.C. sections 6501(a) and (e), as discussed
above, provide the applicable statutes of limitations for

purposes of the I.R.C. section 6684 penalty. Moreover, as the
n .M QANLEAE at+ mnarma 1
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there is only one period of limitation applicable to
all the tax attributable to an act of self-dealing (or
prohibited transaction). This period begins by
reference to the return filed by the . . . private
foundation for the year in which the act giving rise to
the liability for the tax occurred and ends three or
six years later, depending on whether the act was
adequately discleosed on that return.



5. Computation of the Private Foundation Excise Taxes

You have asked us to determine if the Service properly
computed the private foundation excise taxes. Because we do not
have the administrative file, you should submit the case for a
computation to an experienced Tax Law Specialist in your key
district. '

We do note, however, that I.R.C. section 4941(a)(l) imposes
on the self-dealer a first-tier tax on an act of self-dealing.
The first-tier tax is imposed each taxable year, or partial
yvear, during the taxable period. I.R.C. secticn 4941(a)(1l).
The taxable vear refers to the disgualified person's, not the
private foundation's, taxable year. Rev. Rul. 75-391, 1975-2
C.B. 446. The taxable period begins on the date an act of
self-dealing occurs and ends on the earliest of the following
dates: (1) the mailing of a notice of deficiency with respect to
the first-tier tax; (2) assessment of the deficiency; or (3)
correction of the act of self-dealing. I.R.C. section
4941(e)(1).

The date of occurrence is the date on which all the
conditions and terms of the transaction and all the liabilities
of the parties are fixed. Treas. Reg. section
53.4941{(e)-1{a)(2). This definition is similar to the
definition of the accrual method of accounting. See Treas. Reg.
section 1.446-1(c)(1)(ii). Thus, if on June 15, 1988, a private
foundation gave a disqualified person a binding option teo
purchase real estate on July 15, 1988, the act of self-dealing
occurred on June 15, 1988. If the Service mails a notice of
deficiency with respect to the first-tier tax on March 15, 1990,
the taxable period ends on that date, assuming that the
disgualified person has not corrected the self-dealing act on an
earlier date. As such, a 5% tax will be imposed for 1988, 1989,
and 1990 on the disqualified person (a calendar-year taxpayer)
on the value of the option. See Treas. Reg. section
53.4941(e)~1(a)(4) Example (1).

The base on which the self-dealing taxes are levied is the
amount involved. Generally, the term "amount involved" means
the greater of the amount of money plus the fair market value of
other property given or the amount of money plus the fair market
value of other property received by the disgqualified person.
I.R.C. section 4%41(e)(2); Treas. Reg. section
53.4941(e)-1(b)(1),(2). The date for determining the fair
market value of any property exchanged is the date of
occurrence. I.R.C. section 4941l(e}(2)(A); Treas. Reg. section
53.4941(e)~1(b)(3).
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An exception to the above principle applies to transactions
of an ongoing nature:

If, however, such transaction relates to the leasing of
property, the lending of money or other extension of
credit, other use of money or property, or payment of
compensation, the transacticn will generally be treated
(for purposes of section 4941 but not section 507 or
6684) as giving rise to an act of self-dealing on the
day the transaction occurs plus an act cof self-dealing
on the first day of each taxable year or portion of a
taxable year which is within the taxable period and
which begins after the taxable year in which the
transaction occurs.

Treas. Reg. section 53.4941(e)-1l(e)(1).

This exception requires a continuous self-dealing

transaction to be valued each year during the taxable periecd.
The amount inveolved is the greater of the amount paid for such
use or the fair market value of such use for the period for
which the money or other property is used. Treas. Reg. secticn
53.4941(e)-1(b)(2)(ii}. The following example illustrates the
computation of the total tax relating to a self-dealing

transaction of an ongoing nature.

Assume that on July 1, 1988, a private foundation provided
the use of an automobile to a disqualified person for four
yvears. The disqualified person paid nothing for such use. The
fair market value of such use on the day the act of self-dealing
occurred was $12,000 for 1988, $12,000 for 1989, $13,000 for
1990, and %16,000 for 1991. The transaction was not corrected
by the time the Service mailed a notice of deficiency with
respect to the first-tier tax on September 30, 1991. Under
Treas. Reg. section 53.4941(e)-1(e){1l), the transaction
constitutes four separate acts of self-dealing, which are
treated for purposes of I.R.C. section 4941 as occurring on July
30, 1988, January 1, 1989, January 1, 1990, and January 1,

1981. Thus, the taxable periods are:

1. July 1, 1988, to September 30, 1991;

2. January 1, 1989, to September 30, 1991;

3. January 1, 1990, to September 30, 1991;

4. January 1, 1991, to September 30, 1991.

Because an act of self-dealing occurred each year, the
amount involved is $6,000 for the first taxable period, $12,000
for the second, $13,000 for the third, and $12,000 for the

fourth. Thus, the tax under I.R.C. section 4941(a)(l) for each
act of self-dealing is:
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1. $6,000 X 5% = $300 a year. Because the taxable period
includes four taxable years, the total tax for the first act of
self-dealing is $1,200;

2. $12,000 X 5% = $600. Because the taxable period
includes three taxable years, the total tax for the second act
of self-dealing is $1,800;

3. $13,000 X 5% = $750. Because the taxable period
includes two taxable years, the total tax for the third act of
self-dealing is $1,500; :

4. $12,000 X 5% = $600. Because the taxable period
includes only a partial year, the total tax for the fourth act
of self-dealing is $600.

See, e.g., Treas. Reg. section 53.4%241(e)-1(e)(1){il) Example
(2).

We also note that not all acts of self-dealing involve the
full value of the transaction. For example, payment of
compensation for reasonable and necessary personal services to a
disqualified person, except to a government official, is not
self~dealing so long as the amount is not excessive. Treas.
Reg. section 53.4941(e)-1{b){2). 1In such a case, the fair
measure of the amount invelved is not the amcunt exchanged, but
rather any excess compensation the private foundation pays to
the disqualified person. I.R.C. section 4%41(e)(2).

I.R.C. section 4941(b)(1) imposes a second-tier tax of 200%
of the amount involved in any case in which the first-tier tax
of I.R.C. section 4841(a)(l) is imposed and the self-dealing act
has not been corrected within the taxable period. The same
persons who are liable for the first-tier self-dealing tax are
also liable for the second-tier tax. I.R.C. section
4941(e){2)(B) provides that the amount inveolved for purposes cof
the second-tier tax is the highest fair market value during the
taxable period. If the act of self-dealing involves a
continuing transaction for which new acts are deemed to occur,
then the special rule of Treas. Reg. section 53.4941-1(e)(1)(1i),
which we discussed above, applies. If the special rule applies,
then the amount involved must be separately determined for each
act, including the deemed acts.

Finally, we note that ultimate liability for the second-tier
tax is predicated on whether the taxpayer has corrected the
self-dealing act within the correction period. I.R.C. section
4961 (a) provides:

If any taxable event is corrected during the correction
periecd for such event, then any second tier tax imposed
with respect to such event (including interest,
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additions to the tax, and additional amounts) shall not
be assessed, and 1f assessed the assessment shall be
abated, and if collected shall be credited or refunded

as an overpayment.

The correction period commences on the date the self-dealing
act occurs. I.R.C. section 4963(e){(l). Its end depends on the
process, if any, that the taxpayer pursues to question the
application of the first- or second-tier taxes. See I.R.C.
section 4963(e){l). 1In the instant case, because the taxpayer
timely petitioned the Tax Court to review the deficiency, the
correction period ends when the Tax Court decision becomes
final. Id. The decision becomes final when the appeal period
runs or a court of appeals or the Supreme Court reaches a
decision. I.R.C. sections 6214(d) and 7481(a). In addition,
the Tax Court retains jurisdiction to conduct a supplemental
hearing to determine whether the self-dealing act is corrected
between the time it renders its decision and the date of
finality of that decision. I.R.C. section 4961(b).

CONCLUSION

In light of the above analysls, we advise vou to review the
administrative file to determine for purposes of the applicable
statute of limitations (1) when the ﬁ
filed its returns for the taxable years covered by the statutory
notices of deficiency and (2) whether those returns "adequately
disclose" the acts of self-dealing. We leave it up to you to
determine if it is appropriate and in the Government's best
interest to amend the answer to assert additional taxes as
outlined above. For subsequent years, consider the need to
issue a statutory notice of deficiency prior to the expiration
of the statute of limitations. Moreover, we recommend that vou
submit the administrative file to an experienced Tax Law
Specialist in your key district to determine if the Service
properly computed the private foundation excise taxes. Finally,
please call Christopher B. Behling at FTS 566-3345 if we can be
of further help to you.

MARLENE GROSS
Director

By: VFka?S;b@ér””’

HENRY G. SALAMY

Enclosure: G.C.M. 39066



